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EDITORIAL DEPARTMENT NOTE 


Some of the most vital problems confronting accountants in industry 
today are related to government contracts arising under the National 
Defense program. Previous N. A. C. A. publications have dealt with 
some of these problems. The Bulletin for July 1 of this year was 
devoted to a discussion of “Accounting Problems on Government Con- 
tracts.” A special bulletin issued in August contained the address 
which Donald M. Russell delivered at the St. Louis Convention on 
“Problems Raised by Government and War Orders.” Mr. Russell's 
paper will also be published in the 1940 Year Book to be issued early 
this month, which will also contain the report of the group discus- 
sion of “Government and War Orders” held at the Convention. This 

ublished material has dealt largely with problems arising under the 
Viesen Act. While the profit limiting provisions of this act were 
suspended by the Excess Profits Tax law, the Vinson Act is still a live 
issue and the regulations issued under it for the determination of costs 
connected with government contracts are generally still applicable. 
However, much has occurred since these articles were published and 
we are pleased to be able to present in this issue of the Bulletin a 
summary of recent development in connection with government con- 
tracts by Donald P. Perry. 

Mr. Perry is a Partner of Lybrand, Ross Bros. & Montgomery, 
connected with the Boston office of his firm. His academic training 
was received at Harvard College, from which he graduated with the 
A.B. degree in 1916. He served for five months in 1919 with the 
United States Shipping Board as Voyage Auditor before joining his 
present firm as a staff accountant. He became a member of the firm 
in 1929. Mr. Perry is a Massachusetts C. P. A. and a member of the 
Massachusetts Society of C. P. A.’s and the American Institute of 
Accountants. The present article was presented by him before the 
New England Regional Cost Conference in Providence on October 5. 
This conference was sponsored by the Providence Chapter and par- 
ticipated in by all of the N. A. C. A. chapters in New England. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the views ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are welcomed 
and will be published in the Forum Section of the Bulletin. 
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PROVISIONS IN DEFENSE CONTRACTS 


By Donald P. Perry, Partner, 
Lybrand, Ross Bros. & Montgomery, Boston, Mass. 


jl appropriations and authorizations for defense expen- 

ditures aggregating over $15,000,000,000 within the last few 
months, with preparations for care of a mobilized national guard 
and thousands to be conscripted for national service, with all the 
munitions, supplies and accouterments to be provided, and with 
a rapid stepping up of aeronautical, naval and other military con- 
struction, there is bound to be a wide outpouring of contracts and 
subcontracts for procurement of all sorts of defense materials. 
The Defense Advisory Commission recently stated that the War 
Department has adopted two new policies in connection with pur- 
chases of large quantities. Under the first policy the government 
will take delivery at the plant and the contractor will not have to 
include transportation in his bid. The second policy will allow 
split bidding, i.e., a bidder may contract for a part only of the 
entire order. These two policies will enable a wider distribution 
of orders throughout the country and greater participation by small 
businesses. A vast number of companies and firms who in this 
generation have had little experience with government contracts 
will shortly have the United States as an important customer. 


PEACE-TIME CONTRACTS 
Standardization of Forms 


“We have all had experiences or heard of the gigantic task 
involved in unraveling snarls of contracts entered into during the 
World War. It has been said that under the War Department 
alone some four hundred different forms of contracts were evolved 
and used, containing diverse provisions. As a result of its experi- 
ence in settling the World War contracts, the government took 
steps in the 1920’s to standardize its contract procedure and after 
careful study a small group of four or five standard contract 
forms was approved covering government procurement and con- 
struction in time of peace. These forms have been in use for a 
sufficient number of years so that the legal and administrative in- 
terpretations of the standard provisions are generally settled. 
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Many of these provisions will be incorporated in emergency or 
war contracts and it would seem that a much more dependable 
basis would be available for settlement of contracts to be let in 
the present emergency than was the case after the World War. 


Risks of Contractor 


For protection of the public interest, the government reserves 
rights which private contractors cannot reserve and the law of 
public contracts as well as procedures for negotiation, inspection, 
acceptance and payment differ from those involved in ordinary 
private commercial practices. For instance, the terms of the bid 
and the estimates which a prospective contractor makes therefor 
should be scrutinized with exceptional care when public work 
is proposed, inasmuch as the specifications and bid become an inte- 
gral part of the terms of the contract and the bidder is not permit- 
ted to withdraw his bid after the date set for opening bids, although 
the government has a period of sixty days thereafter in which it 
may make its award. During this period the contractor may have 
no adequate protection against changes in costs and other condi- 
tions. In war time the risks of entering fixed price contracts may 
be exceptionally great due to the possibilities of increased labor 
and other costs. The contractor, therefore, should not enter long- 
term contracts at fixed prices without fairly appraising these risks 
or seeing that there are adequate protective clauses written into the 
terms. That is why we are beginning to see the return of cost-plus 
types of contract. 

Regulations as to form and time limits of wfitten notices regard- 
ing changes in specifications, delays and the like must be scrupu- 
lously followed and all stipulations in the contract which bear on 
required records must be regarded. The fact that normal proce- 
dure for contracts of any size requires posting of a performance 
bond tends to fortify government contract officers in their insist- 
ence that contract provisions be carried out to the letter. The 
accounting staff of a contracting company naturally plays a major 
part in seeing that its records are adequte to meet the specialized 
requirements of this type of business and it therefore behooves 
many of us to gain greater acquaintance with the procedures 
called for. 
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Labor Provisions 


I should mention in passing two important matters as to which 
stipulation may appear in government contracts and which are of 
particular interest to the accountant. Contracts for more than cer- 
tain minimum amounts are subject to a number of congressional 
enactments as to wages and hours of work of the contractors’ 
employees. The Walsh-Healey Act, passed June 30, 1935, requires 
that any government contract for purchase of supplies in an 
amount exceeding $10,000 shall include certain labor stipulations. 
These provide among other things for an eight-hour working day 
and a forty-hour working week and for minimum wages as 
determined by the Secretary of Labor to be prevailing in the in- 
dustry and locality involved. Generally comparable statutory re- 
quirements for public construction contracts are found in two other 
acts, the Eight-Hour Law as to maximum hours and the Bacon- 
Davis Act as to minimum wages. In the defense emergency, Con- 
gress has granted the administration powers to suspend these labor 
requirements to some extent. 


Vinson Act Contracts 


By the Vinson-Trammel Act of 1934 as subsequently amended, 
contracts for construction of any completed naval vessel or of 
naval and army airplanes and also subcontracts over a given 
amount are subject to certain profit limitations, whereby the 
excess profits earned on such contracts are to be paid over to the 
Treasury Department. 

‘Determination of Vinson Act excess profits and administration 
of the requirements for paying such amounts over to the govern- 
ment are controlled by Treasury Department regulations issued 
in agreement with the Departments of the Navy and of War. 
These regulations and related decisions provide a growing body 
of precedent which will be of significance in settlement of questions 
as to allowable costs which may arise under cost-plus contracts let 
during the present emergency. In fact, certain cost-plus contract 
forms already approved by the War Department state that allow- 
able items of cost are to be determined in accordance with T.D. 
5000, the latest regulations for determining profit limitations under 
the Vinson Act. For this reason and because final settlements 
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under Vinson Act contracts completed prior to 1940 have not yet 
been made, the Vinson Act is still a live issue, even though its 
profit limiting provisions are suspended by the Excess Profits Tax 
measure. 

The N. A. C. A. has already published valuable material describ- 
ing and interpreting Vinson Act provisions and decisions, as well 
as discussing other aspects of government contract procedure— 
first, the address delivered at the National Convention at St. Louis 
by my partner, Donald M. Russell, on “Problems Raised by Gov- 
ernment and War Orders” and, second, the group of articles 
on “Accounting Problems on Government Contracts” by Messrs. 
Klein, Woodham and Lothrop appearing in the N. A. C. A. Bulle- 
tin of July 1, 1940. I commend to your careful perusal all of the 
material in these articles. 


EMERGENCY CONTRACTS 


The contract procedures and standard provision used by govern- 
ment agencies in obtaining supplies and construction in time of peace 
have been developed to protect the public interest and include 
as their main features award of orders at fixed prices after public 
advertising for bids. It should be understood that the great 
majority of contracts now being let by the government are still 
of this nature. In a time of war or national emergecy, however, 
considerations other than safeguarding the public purse become 
of importance and it cannot be expected that the standard peace- 
time contract provisions and procedures will always be adequate. 
The present defense emergency assumes more and more a war- 
time aspect in so far as the need for promptness and volume of 
procurement and construction are concerned. 

The general requirements of war contracts have been set forth 
in the government's Industrial Mobilization Plan and are briefly to: 
(1) initiate early production; (2) prevent unreasonable profit; 
(3) protect the contractor from the special hazards of war-time 
production while permitting a reasonable profit; (4) provide for 
prompt payment and early final settlement; and (5) provide for 
fair settlement in the event of cancellation or termination by the 
government before completion. In addition, contract procedure in 
time of war must strive to provide an effective stimulus for pro- 
duction and to protect the interests of the government. 
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Emergency Legislation 


During the past year and particularly in recent months as the 
nature of the defense emergency has become clearer, govern- 
ment contract provisions and procedures have evolved from a 
peace-time to more of a war-time basis both in administrative and 
legislative developments. 

Many of these developments are illustrated and embodied in 
Public Act 671, approved June 28, 1940, designated an act to 
expedite naval ship building, and its companion, Public Act 703, 
approved July 2, 1940, to expedite the strengthening of the national 
defense with respect to the army. These acts authorize the two 
‘military departments to negotiate contracts for the military pur- 
poses with or without advertising for competitive bidding and 
direct that such contracts and orders may, in the discretion of the 
President, take priority over all deliveries for private account or 
for export. They further provide that the cost plus a percentage 
of cost type of contract shall not be used, but that there is no 
prohibition of the use of the cost plus a fixed fee form of con- 
tract, when deemed necessary, by the Secretary of the Navy or the 
Secretary of War. When a cost plus a fixed fee contract for sup- 
plies is negotiated, however, the fixed fee to be paid the contractor 
is not to exceed 7 per cent of the estimated cost of the contract. 
Other legislation appears to limit the fixed fees in cost-plus con- 
tracts for construction of public works to 6 per cent of the esti- 
mated costs. These acts have also authorized the departments to 
make advance payments to contractors not exceeding 30 per cent 
of the contract price upon terms providing adequate security for 
the protection of the government. 

Public Act 671 gave authority to take over and operate private 
plants, which authority has since been superseded by the “draft 
industry” provisions of the Selective Training and Service Act of 
1940. Public Act 671 also authorized the President to modify 
existing contracts and to suspend any or all of the labor stipula- 
tions required to be inserted in government contracts by the Walsh- 
Healey Act, whenever in his judgment it was in the public interest 
to do so. It suspended during the national emergency the provi- 
sions of the Eight-Hour Act as to persons engaged upon work 
covered by army, navy and coast guard contracts. 
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Naval Air Base Contracts 


Even in time of peace the occasion may arise when it is desir- 
able to depart from the policy of letting only fixed price contracts 
for public construction. In an act approved May 25, 1939 Congress 
authorized construction of naval air bases in the Pacific Islands, 
Alaska and Porto Rico on the basis of cost to the contractors plus 
fixed fees for the contractors’ services. These were major con- 
struction projects outside the continental confines of the United 
States in which it was desired to expedite the initiation of the 
work, to choose responsible contractors and to avoid excessive 
prices which might result from the natural effort of the contrac- 
tors to protect themselves against risks of carrying on the work 
at remote points. In these cases it was possible to organize and 
commence construction from a general outline of plans with 
details to be worked up subsequently. It has been estimated for 
the Pacific Islands naval air base that it would have taken twelve 
months to have prepared the plans and specifications required for 
fixed price bidding and an additional three months for preparation 
of bids and award of the contract. Thus at least a year’s time was 
saved on the completion of a project which was desired as soon 
as possible. For the three projects, the contractors’ fixed fees were 
set at amounts which ranged from 5.6 per cent to 6 per cent of the 
estimated cost. Fees were intended to absorb interest, central office 
expenses, services and expenses of officers and employees of the 
central office organization, except as specially authorized by the 
contracting officer. In determining the amount of the fee in each 
case, the Navy gave consideration to the extent to which the normal 
organization of the contractors would be disrupted, together with 
the capital requirements and what on the whole would seem a 
fair net profit for each of the contractors. 


Army Cost Plus Fixed Fee Construction Contract 


Several of the recent acts of Congress have authorized the mak- 
ing of cost plus fixed fee contracts by the Navy and War Depart- 
ments. The War Department has already prepared for current 
use a form for cost plus fixed fee construction contracts, approved 
July 12, 1940, which embodies detailed provisions regarding what 
expenditures by the contractor may be reimbursed. Such reim- 
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bursement in general is to be made in weekly payments and I 
understand the Quartermaster Corps is organizing field audit 
staffs to make pre-audits of the contractor’s expenditures, when 
practicable, even before he disburses funds. Of the fixed fee, 90 
per cent is to be paid in monthly instalments, rateably as the work 
progresses, and the balance on final acceptance. 

This form recites specifically the classes of expenditure for 
which the contractor shall be reimbursed as comprising cost of per- 
formance. In general these include all direct expenses and field 
overhead. Articles of machinery and equipment valued at less than 
$300 shall be classed as tools and charged direct to the work. Pre- 
miums on bonds and insurance policies required for the protection 
of the government and—to the extent approved by the contracting 
officer—those for the protection of the contractor, may be charged 
to costs. With the written approval of the contracting officer 
losses sustained by the contractor and the cost of reconstructing 
and replacing work destroyed and damaged may be reimbursed ; 
also, when specifically approved, the traveling expenses of officers 
and employees, a reasonable allowance for work in the contractor’s 
general office and other items of overhead. It would appear that 
this construction contract contemplated generally close supervision 
and co-operation by the War Department and that most doubtful 
questions of allowable costs are intended to be settled in advance 
or currently by the contracting officer and recorded in written 
authorizations. It will presumably be used for major projects such 
as new army cantonments. 


ariable Fee Contracts 


The War Department also has on file a tentative form of so- 
called “evaluated fee construction contracts” intended for use in 
construction work where a fixed price contract is impracticable. 
This form provides a bracketed scale of projects ranging from 
$100,000 and over to $10,000,000 or more. Maximum and mini- 
mum limits of the fee are indicated for each cost bracket, decreas- 
ing in percentage as the cost advances by brackets, the minimum 
fee in each bracket being two-thirds of the maximum. It is under- 
stood that the maximum fee will be paid if the contractor’s work 
is satisfactory and resort will be had to evaluation only where the 
work is definitely unsatisfactory in respect of : 
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(a) Speed, i.e., time required for completion. 

(b) Quality of work and performance. 

(c) Cost, i.e., lowest expenditure consistent with speed and 
quality with consideration given to the purpose of the 
work, the conditions under which it was performed, the 
number and magnitude of changes ordered by the gov- 
ernment and any other features materially affecting the 
performance. 


It is doubtful if this type of contract meets the present prohibition 
against cost plus a percentage of cost contracts. 


A British Plan 


In connection with variable contract fees, the British govern- 
ment in 1939 adopted a method for fixing prices and regulating 
profits on orders for aircraft manufacture. Under this system 
an estimated cost of manufacture and sum for profit are agreed 
in advance and the contractor is given a share of any savings. If, 
however, the actual cost exceeds the agreed estimated cost, the 
contractor will himself bear a substantial and increasing share of 
the excess, namely, one-third of the first 5 per cent of any excess 
over the estimated cost, two-thirds of the next 5 per cent and the 
whole of any further excess. Thus his profit will decline as the 
cost increases, and may disappear altogether. On the other hand, 
his profit will increase within prescribed limits if he produces 
cheaply. 


War Department Cost Plus Fixed Fee Form No. 3 


A form of supplies contract recently approved (August 14, 
1940) by our War Department, known as Cost Plus Fixed Fee 
Form No. 3, is expected to be used to an important extent. It 
embodies a scheme for an evaluated fee within narrower limits 
than the aforementioned British plan. Here the consideration to 
be paid by the government is agreed in the first instance to be the 
actual cost plus a fixed fee in dollars. Should the actual cost turn 
out to be less than the estimated cost, the contractor shall be paid 
the cost and the specified fixed fee plus an additional fee of 50 
per cent of the amount by which the actual cost falls short of the 
estimated cost, provided that the total fee, including any such sav- 
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ings to be paid the contractor, does not exceed 7 per cent of the 
estimated cost. The contractor’s fee, therefore, may vary from a 
minimum of the initially fixed fee to a maximum of 7 per cent, if 
he can make savings in cost. If the initial fixed fee amount is set 
at less than 7 per cent of the estimated cost and if the agreed 
estimated cost is fair, the contractor has an incentive for efficient 
and economical operation and the resulting savings are shared by 
him and the government. 

It may be pointed out that the compensation of the contractor 
and the aggregate cost to the government under this form of con- 
tract are dependent upon the agreed estimated cost of furnishing 
the supplies. The method will hardly be workable if reasonably 
fair and accurate cost estimates cannot be made in advance. If the 
estimate is set too high it will be too easy for the manufacturer to 
make savings and the maximum 7 per cent fee will be calculated 
on too high a base. If, on the other hand, the initial estimate 
of cost is too low, the manufacturer may find no incentive to effi- 
cient operation, for his chances of economizing below the estimate 
are hopeless. This form of contract seems feasible only where the 
contractor’s cost methods provide him with accurate bases for 
estimating costs in advance or where educational or other previous 
contracts for the same goods have provided a basis of experience. 

For the purposes of this contract, allowable items of cost are to 
be determined in accordance with regulations promulgated by the 
Treasury Department in T. D. 5000 for determining profit limita- 
tions under the Vinson Act. While the whole present contract setup 
must be considered tentative in its nature and subject to substan- 
tial changes, it is significant that this very recent form provides for 
cost determinations in accordance with Vinson Act procedures 
even if the profit limiting provisions of that act are suspended. 

T. D. 5000 embodies the general rule that cost of performing a 
contract shall be the direct costs plus a proper proportion of any 
indirect costs incident to and necessary to the performance (includ- 
ing a reasonable proportion of management expenses). The regu- 
lations set forth somewhat detailed definitions of elements of cost, 
prefaced by the statement that no definitions are of invariable 
application to all contractors. Many elements which, under their 
usual accounting methods, manufacturers would include in costs, 
are not allowable under the Vinson Act regulations. The pros- 
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pective contractor should therefore familiarize himself with these 
regulations and measure carefully the extent to which the excluded 
items might reduce the profit indicated by the proposed fixed fee. 
It would appear that audit of costs under this form of contract 
is to be made by representatives of the War Department rather 
than by the Treasury Department, which has used its revenue 
agents for examination of Vinson Act reports. It is possible that 
interpretations of the regulations by the War Department auditors 
might be different from those of agents of the Bureau of Internal 
Revenue. 


Army Forms PREPARED FOR USE IN TIME OF WAR 


The War Department has published a set of six contract forms 
for war-time use, approved by the Assistant Secretary of War, 
September 11, 1939. Apparently these have been given consider- 
able study by the Department and are ready for use, but so far as 
I can learn they have not actually been employed as yet. The 
provisions of peace-time contract procedure have been retained 
so far as practicable to meet war-time conditions. They comprise 
a requisition order, several fixed price contracts for construction 
and supplies and two contract orders, A and B. 


Requisition Order 


The requisition order is for use in those cases, if any, where 
the President may find it necessary to exercise authority conferred 
upon him by Section 120 of the National Defense Act of 1916 to 
place orders with any industrial organization for required material 
of the kind capable of being produced by that organization. Com- 
pliance with such orders is mandatory and takes precedence over 
all other contracts previously placed. The statute states that the 
compensation shall be fair and just. 


Fixed Price War Contracts 


The fixed price war contracts for supplies and for construction 
represent generally the peace-time forms modified where necessary 
to meet emergency conditions. Optional provisions are suggested 
which are available in cases where partial payments are to be made 
in advance of delivery (in which case title to the property with 
respect to which the partial payment is made shall rest in the 
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government) and in cases where the government agrees to furnish 
materials direct for use in performance of the contract. Whether 
or not title for property in the contractor’s possession is in the 
government, the contractor is liable for loss or damage thereto 
and is to keep it insured. In times of emergency when pressure 
for volume of production for the government is great, we may 
expect it will frequently supply the contractor directly with certain 
raw materials or parts. Over a year ago the British government 
in its attempts to step up defense production found it advantageous, 
in lieu of subcontracting, to arrange for direct governmental orders 
for components which are then supplied direct to the main con- 
tractor for inclusion in the finished article. 


Contract Order A 


Contract Order A is a combination of a mandatory order under 
the National Defense Act and the fixed price contract for supplies. 
It is designed to relieve the willing supplier from responsibility 
for previously made commercial commitments which otherwise 
would delay the production and supply of the goods to the 
government. 


Contract Order B 


Contract Order B is for cases where it is impracticable to deter- 
mine the unit price when the contract is made. To permit readjust- 
ment of plant and determination of a sound basis for compensa- 
tion, the form includes certain cost-plus features with respect to a 
pilot contract for a small initial portion of the total quantity 
involved. A specified number of units are to be produced for the 
purpose of determining cost. Compensation for this minor portion 
of the total may be either at a provisional price or on a cost-plus 
basis. When the so-called pilot contract is completed and its cost 
determined, the unit price is fixed by the Secretary of War and, 
if the unit price is acceptable, the contractor is paid for the bal- 
ance of the contract at that price. If not acceptable, he is paid on 
that basis, but a small percentage is held back and he is left to his 
remedy of suit gainst the United States. Both Contract Orders 
B and A contain a dispute clause providing for appeals on ques- 
tions of fact by the contractor to the Secretary of War, who may 
refer such appeals to a board of arbitration, the decision of which, 
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while not binding on the Secretary, shall be given due considera- 
tion before he renders decision. 

The form of Contract Order B embodies a number of detailed 
provisions as to what costs will be allowed in determining the 
actual cost of production of the pilot order. In general these pro- 
visions are not inconsistent with the definitions of cost elements 
found in T. D. 5000 for Vinson Act Contracts, except that they 
specifically exclude bonus payments based on profits earned by 
the manufacturer, and extraordinary repairs to buildings and other 
items properly charged to capital account. On the other hand, 
some of the elements of cost specifically not allowed under Vinson 
Act Contracts by T. D. 5000 are not dealt with in the provisions 
of Contract Order B. It is suggested that the cost definitions and 
related clauses in Contract Order B may be indicative of the War 
Department's attitude toward what expenses may properly be in- 
cluded in manufacturing costs and for that reason would merit 
study by a prospective contractor. (See Appendix A at the end of 
the article.) 


Wage Limitations 

It is of interest with respect to stipulations as to wage rates 
which may be required by the Bacon-Davis Act and the Walsh- 
Healey Act, whereby the contractor is to pay rates not less than 
those established by the Secretary of Labor, that some of the 
cost-plus contract forms also embody provision that if the con- 
tractor or any subcontractor pay to any laborer or mechanic a wage 
based upon a rate in excess of that established for the work by the 
Secretary of Labor, such increased wage shall be at the expense of 
the contractor and not reimbursed by the United States. In other 
words, the wage provisions are not exclusively for a minimum 
rate, but their effect appears to stipulate that going rates be exactly 
determined. It can well be imagined that in some circumstances, 
especially where trade union rules have not fixed compensation of 
labor, the contractor may be hard put to it in living up to these 
requirements. 


AMORTIZATION OF SPECIAL PLANT FACILITIES 


Anyone following the press during the last few months realizes 
that a serious practical problem confronted manufacturers of 
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defense materials when it came to investing large sums in addi- 
tional plant needed only for the manufacture of military and 
defense products, the productive life of which could not be deter- 
mined. No one could tell with any assurance for how long foreign 
governments and the United States government would continue 
to issue orders for goods requiring such special plant facilities. 
Some important foreign contracts were reported to include prices 
which would fully reimburse the contractors for additional plant 
requirements over the period of production contemplated in the 
contracts. 

There still remained, however, the tax question as to whether 
the U. S. Treasury Department would allow the cost of special 
facilities to be written off rapidly enough for tax purposes so that 
the deductions would be available in the years when taxable con- 
tract profits accrued. This tax question has become of considerable 
importance in connection with our domestic defense program. 
While many business concerns have voluntarily proceeded with the 
extensive plant additions required for emergency production in 
accordance with “letters of intent” from the government, trusting 
that equitable tax arrangements would be effected in due course, 
it is nevertheless likely that acquisition of new equipment has pro- 
ceeded at a somewhat slower pace due to uncertainties regarding 
the amortization of such new equipment which might be allowable 
for tax purposes. 


Vinson Act Relief 

/The fact that the contractor for military supplies might require 
special plant facilities was recognized over two years ago when the 
War Department began to place so-called “Educational Orders” for 
the purpose of giving manufacturers experience in production of 
goods which might sometime be required in great quantities for 
the national defense. The problem also arose in connection with 
determination of Vinson Act Excess-Profits, and in the Fall of 
1939 the Treasury applied the use of closing agreements to Vinson 
Act contracts, whereby the treatment of cost of special facilities 
in the computation of excess-profits would be agreed upon in 
advance of their completion. 

The amendment to the Vinson Act embodied in Sec. 4 of Public 
Act 671, approved June 28, 1940, established a procedure for 
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agreement between the Government and a contractor as to the 
necessity and cost of any special plant acquired to facilitate the 
completion of naval vessels or aircraft and the percentage to be 
charged against each contract. It may be mentioned that the cer- 
tified allowances of percentages of cost of special equipment are 
to be treated as reductions of contract prices (so affecting the 
amount of profit allowed a Vinson Act contractor) and as reduc- 
tions of the cost or other basis of the special equipment as of the 
date of its installation. Throughout the useful life of such special 
equipment the government shall be given priority in its use and 
it shall be preserved for national defense purposes. 


Plans of the Advisory Defense Commission 


The arrangements just mentioned were with respect to special 
equipment acquired for use in Vinson Act contracts, i.e., to facili- 
tate the completion of naval vessels and of aircraft in private 
plants. General relief under contracts with the government in the 
interests of national defense remained a major problem and has 
been discussed at length by representatives of the Defense Advis- 
ory Commission in the Senate Finance Committee’s hearings on 
the Excess Profits Tax bill. 

They discussed the desirability, in procuring new specialized 
plant facilities, of utilizing private investment to the greatest extent 
possible without unduly inflating contract prices. The Advisory 
Commission recommended three plans. The first involved private 
ownership of such additional plant with no government interest, 
which plan utilizes private investment to the maximum. Plan II 
involved private ownership with a government interest, while 
Plan III provided for full government ownership. 


Plan I 


Plan I would be attractive to the manufacturer of such a com- 
modity as shoes, who desires to own the plant facilities at all 
times in the belief that they would be of use to him after the 
emergency is over in the production cf peace-time goods. No ab- 
normal amount would be included in the contract price for the 
product on account of depreciation or amortization of such facili- 
ties. Title would be vested in the manufacturer, and to the extent 
the facilities were certified as needed for national defense he 
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would be entitled to claim amortization for tax purposes under 
the amortization provisions of the Second Revenue Act of 1940. 
The Advisory Commission felt that even with the amortization 
privilege for tax purposes the risk of the plan to most manufac- 
turers would make it impossible to provide thereby any large 
portion of the total new emergency plant required for defense 
production. 


Plan II 


Accordingly, Plan II provided for plant additions in which the 
manufacturer might desire to preserve a potential future interest 
but could not undertake the risk of making a permanent commit- 
ment. A typical example would be the cost of an airplane factory. 
Under Plan II initial financing and title are in the private hands 
of the manufacturer, but the cost would be repaid to him by the 
government in five equal annual instalments, such payments to be 
accelerated if supply contracts utilizing the plant should not be 
continued over the five-year period. At the end of that period, 
whether five years or earlier, if the emergency terminates, the 
manufacturer may continue to use the plant facilities upon paying 
to the government the fair value thereof as arbitrated ; otherwise 
he transfers title to the government and has no further right to 
their use. Cost of the facilities certified as required for national 
defense would be subject to amortization in accordance with the 
new revenue act during the period of their use for production of 
defense supplies. 


Plan III 


Plan III is that of straight government ownership for plants in 
which the government desires to have a permanent interest or in 
which the manufacturer has no future interest, such as a gun- 
powder plant. Financing and title would rest in the government 
and the property would be leased for operation to the manufac- 
turer who would presumably supervise its design and construction. 


Amortization Provisions of Second 
Revenue Act of 1940 
The amortization provisions of the Second Revenue Act of 1940 
have reference to emergency facilities provided under either Plan I 
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or Plan II of the Advisory Commission. The basis of emergency 
facilities subject to amortization for income and profits tax pur- 
poses is only properly attributable to construction or acquisition 
completed after June 10, 1940, to the extent to which the Defense 
Advisory Commission and the Secretary of War or the Secretary 
of the Navy have certified it as being necessary in the interests 
of national defense. Such certification must be made prior to the 
beginning of construction or within 120 days after the enactment 
of the Second Revenue Act of 1940. It may be noted that the 
excess of the cost for tax purposes of a facility over and above 
what may be certified as necessary to national defense and so amor- 
tized is subject to ordinary depreciation in determining taxable 
income. 

The Revenue Act provides that at the election of a taxpayer, in 
computing taxable income for Federal normal and excess-profits 
taxes, it shall be entitled in lieu of depreciation to a deduction for 
amortization of emergency facilities based on a period of five 
years, beginning either with the month after completion of their 
construction or acquisition or with the first month of the next 
taxable year. The elections of the amortization deduction and of 
the beginning of the amortization period are to be made in a state- 
ment included in the taxpayer’s income tax return for the year in 
which he desires to begin the amortization. The taxpayer has the 
right at any time within the five-year period to terminate the 
amortization method and to go onto a depreciation basis by a 
notice in writing to the Commissioner of Internal Revenue before 
the beginning of the month in which the change is to be effective. 

If within the five-year amortization period the President pro- 
claims that the period of the emergency has ended, or the Secretary 
of War or of the Navy certify that the facilities are no longer 
necessary to national defense, the taxpayer may then elect to 
terminate the amortization period with the ending of the month 
in which either of those events occur, and the period over which 
the amortization deductions are spread will then be correspondingly 
shorter than five years. If the emergency period should so end 
within a period of five years, but after the taxpayer should have 
changed from the amortization to the depreciation basis, he may 
nevertheless elect then to disregard his change to the depreciation 
basis. Furthermore, if the emergency period should so end and 


232 


| 


November 1, 1940 N. A. C. A. Bulletin 


the taxpayer has not previously elected amortization, he may, 
nevertheless, so elect, if it is within five years of the completion 
of acquisition of the facility, in which case the amortization 
period would run from such date of completion. Under all these 
possible elections, which may be available at the ending of the 
period of the emergency, there may be a recomputation of income 
and excess-profits taxes for the years involved and adjustment of 
such taxes on account of the larger amortization deductions will 
be made by the Treasury Department despite the usual provisions 
of the Statute of Limitations. 


Compensation for Early Termination 


If a contract with the United States involving the use of an 
emergency facility is terminated or canceled before completion, 
or if the contractor had reasonable grounds for anticipating future 
contracts involving the use of the facility but future contracts have 
not been made, he may be entitled under his contract to accelerated 
compensation for the unamortized cost of the emergency facility 
as, for instance, in the case of arrangements under what was 
presented as Plan II of the Defense Advisory Commission. To 
protect the contractor in such a situation where he might receive 
large compensation payments to be included in taxable income 
within one tax period without comparable deductions for amortiza- 
tion and depreciation of the emergency facilities involved, the 
Revenue Act provides that the allowable amounts of these amor- 
tization and depreciation deductions may be increased with respect 
to the period when the compensation payments have to be included 
in taxable income, thus offsetting those heavy compensation pay- 
ments. The Act also provides that if the taxpayer has been or will 
be reimbursed directly or indirectly by the government for all 
or part of the cost of any emergency facility pursuant to a gov- 
ernment contract, again as under Plan II, he will not be allowed 
amortization with respect to such facility unless the Defense 
Advisory Commission and either the Secretary of War or the 
Secretary of the Navy certify that the contract adequately protects 
the United States with reference to the future use and disposition 
of the plant. Such a certificate, to be valid, must be issued within 
go days after the making of the contract or within 120 days after 
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the date of enactment of the Second Revenue Act of 1940, which- 
ever is later. 


Emergency Plant Facilities Contract 

The latest available draft of Emergency Plant Facilities Con- 
tract for use under Plan II of the Defense Advisory Commission 
recites that the contractor has entered into a supplies contract with 
the government which requires certain additional facilities and 
which has been negotiated at a price for the supplies not including 
charges for amortization and depreciation of such facilities. 
Accordingly, the contractor is to acquire or construct and take 
title to specified emergency plant facilities and the government is 
to reimburse the contractor for the plant cost in five equal annual 
instalments after completion of construction. With the written 
consent of the contracting officer, the contractor may assign his 
claims for revenues due from the government under the contract, 
provided, of course, the present legal prohibition to assignment of 
government claims is removed. A bill has been reported to Con- 
gress (Sumners-Barkley Act) allowing contractors to assign their 
interests in government contracts as security for commercial 
loans. 

Cost of the plant facilities includes no profit to the contractor 
and, except as specifically allowed, no general overhead expenses. 
Interest on funds expended during the period of construction, 
however, is allowed to be included in cost. Costs of construction 
are to be reported monthly in detail and accumulated in annual 
statements and in a final total cost statement which annual and 
final cost reports are to be certified as correct by independent pub- 
lic accountants approved by the government. The contract may be 
terminated at any time by the government and, if the emergency 
plant facilities are not used to a substantial extent by the contractor 
within any 90-day period for furnishing supplies to the govern- 
ment, the contract may be terminated by the contractor. On ter- 
mination, the balance of unreimbursed cost is to be paid by the 
government. The contractor then has the option, in turn, to retain 
all or part of the plant on payment to the government of the cost 
less depreciation or of a fair price negotiated therefor. Other- 
wise, on termination, title to the plant is transferred to the 
government. 
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Recent Vinson Act Rulings 


Two Vinson Act rulings recently issued by the Treasury Depart- 
ment have special significance in connection with the accounting 
for emergency plant facilities. 

The general regulations previously in effect for determining cost 
of performing Vinson Act contracts have provided that interest 
incurred or earned should not be considered. An interpretive ruling 
issued last August stated that the general rule is not to be con- 
strued as preventing an annual allowance for reasonable interest 
(not exceeding 4 per cent) paid on indebtedness, the proceeds of 
which are used solely to acquire special additional plant facilities— 


in other words, interest on money borrowed to acquire plant 


chargeable against the contract in accordance with the June 28, 
1940 amendments to the Vinson Act. Reasonable interest paid on 
indebtedness incurred solely to provide working capital for the 
operation of such special additional plant facilities would also be 
allowed as cost of performance. The interest charges so allowable 
are to be treated as indirect factory expense and the contractor 
must keep special accounts on his books and special bank accounts 
clearly showing the use of the funds. 

While losses from sales of capital assets generally do not con- 
stitute allowable costs of performance of Vinson Act contracts, 
another Treasury ruling in August modified that general rule so 
that, if a contractor establishes that old machinery and equipment 
have been disposed of solely in connection with the acquisition of 
special additional equipment necessarily required to perform a con- 
tract within the time, at the rate and in the quantity specified, the 
net loss upon the machinery and equipment so disposed of may be 
charged to the cost of performing the contract. 
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APPENDIX A 


WAR DEPARTMENT CONTRACT ORDER B 
DEFINITION OF ALLOWABLE CosTs OF PRODUCTION 


7. The following costs will be allowed in determining the actual 
cost of production and, unless otherwise specified herein, will be 
included in the cost upon which the fee is to be computed when on 
a per cent of cost basis. 

a. Cost of all direct labor and all direct and indirect materials 
definitely ascertainable as necessary for and devoted exclusively to 
the items required by this contract order. The Government shall 
have the option of furnishing any or all of the materials aforesaid 
and when this option is exercised the cost of such materials will 
be included as part of the cost for the purpose of computing the 
fee. The cost of materials shall be the net cost for the purpose of 
computing the fee. The cost of materials shall be the net cost to 
the manufacturer, i.e., invoice cost less cash, trade and quantity 
discounts, plus duty, import expense, freight and drayage paid 
by the manufacturer. Scrap resulting from this order shall belong 
to the Government or by agreement a proper amount representing 
the value thereof shall be credited to the costs chargeable to the 
Government under this contract order as may be provided by 
law. 

b. A proper proportion of overhead expenses. By the term 
“overhead expenses” is meant the indirect labor and other expenses 
incidental to manufacture and the general and administrative 
expense pertaining thereto, including the moving and rearrange- 
ment of existing equipment and the installation of new equipment 
and appliances purchased by the Government or acquired by the 
manufacturer under the provisions of this contract order. Pre- 
miums on such bonds, including performance and payment bonds 
and such insurance policies as may be required for the protection 
of the Government or required by statute, and premiums on such 
public liability, employer’s liability, workman’s compensation, fidel- 
ity, fire, theft, burglary, and other insurance as may be reasonably 
necessary for the protection of the manufacturer will be included 
in overhead if approved in advance. The following items may be 
included in overhead but shall not be included in the cost for the 
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purpose of computing the fee: payments under the Social Security 
Act; federal, state and local taxes or charges applicable directly 
to the items ordered; depreciation at fair rates on such property 
and equipment as is owned by the manufacturer and is being used 
in the performance of this contract order; and, if approved in 
advance, royalties on patents used including those owned by the 
manufacturer, and rental charges paid by the manufacturer for 
productive utilities used in connection with this order. Overhead 
shall not include contributions to charity and other gratuities; 
bonus payments based on profits earned by the manufacturer; 


inapplicable research; appropriations to reserves for bad debts; 


excessive salaries; extraordinary repairs to buildings or other 
items properly chargeable to capital accounts; credit losses not 
satisfactorily accounted for; expenses incurred in connection with 
issue of new stocks or bonds; and income and profit taxes. 

c. The foregoing allowances shall apply to all labor, direct or 
indirect, and to all materials involved in the manufacture and serv- 
ices agreed to in this contract order whether items produced be 
accepted or rejected by the Government, or subsequently reworked 
after rejection, if so ordered, provided that in the judgment of 
the approving officer, the manufacturer, his employees and sub- 
contractors and their employees have taken due precaution to pre- 
vent and have not been guilty of carelessness, inferior workman- 
ship or unnecessary damage to material. Cost of reworking items 
rejected through failure of the manufacturer, his employees or 
subcontractors or their employees, to exercise due precautions 
shall be subject to special adjudication between the Government 
and the manufacturer. On such manufacturing work as the manu- 
facturer may by specific authority procure by subcontracts, the 
fee allowed will be one-half of the stated fee if based on a per cent 
of cost; if based on a unit fee, the fee allowed will be reduced by 
an amount equal to —— per cent of the invoice cost of such sub- 
contract work. 

d. If payment therefor is approved in advance the Government 
will pay the cost of necessary machinery, equipment and appliances, 
and temporary structures required in the performance of this 
order, but such costs shall not be included in the cost for the pur- 
pose of computing the fee. Title to all such property shall vest 
in the Government. 
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e. Higher rates of pay for labor than those usually and cur- 
rently paid for similar work in the same locality shall not be 
allowed under this order. Materials, machinery, equipment and 
appliances, paid for by the Government, shall be purchased at the 
lowest possible prices and subject to inspection and acceptance by 
the Government. Payments shall be made on a basis of actual 
expenditures after submittal of bills, payrolls, or statements of 
expenses involved, certified and submitted in such form as shall be 
directed by the Chief of Branch concerned. Fees and depreciation 
shall be paid monthly as they accrue, provided however, that 
pending the final determination as to the depreciation to be allowed, 
provisional monthly payments may be made. Accounts and records 
of the dealer and manufacturer shall be open at all times to inspec- 
tion by the Government, and no change shall be required in the 
present methods and principles of keeping costs provided they are 
found adequate for the convenient and accurate determination of 
proper charges against the Government. 
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